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and unlver51ty endownent funds with an eye toward the accounting and
legal principals of more unconventional investing. The Comaittee
.concluded that gains froa endowments need not be treated as pr1nc1pa1
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. McGeorge Bundy, President of The Ford Foundauon, on pages 7 and 8 of his 1967

Annual Report, said: . Lo

ing but the true test of performance
evement, not the opinion of the re- -
h that, over the long run, caution

We recognize the risks of unconventional i
in the handling of money is the record of ek
spectable. We have the preliminary impressi
has cost our colleges much more than r:Eprud mﬂccssfve risk taklng

In 1968 The Ford F dauon announced the appomtmem of ‘an Adnsory Ceommittee
on Endéwment Management, with Robert R. Barker, a member of the investment firm

of William A. M. Burden & Company as chairman, to study the management of college
and university endowment funds. William L. Cary, a member of this committee and
of the faculty of the School of Law of Columbia Unﬁversity, began a survey of the law .
governing endowment funds. He submitted the report of this study, entitled T'he Law
and the Lore of Endowment Funds, prepared in association with Craig B. Bright, a .
member of the legal firm of Pauerson, Be]knap & Webb, to The Ford Foundation and .
it was published durlng April of 1969 as the.first of the Foundation's “Educational
Endowment Series.” Because of the probable impact of this report upon the thinking

’

THE CONCEPT of total return. on invesiments has been widely examined since
publication a year ago of The Ford Foundation’s The Law and the Lore of En-
dowment Funds. The concept is familiar by now to most business officers with
responsibilities for investment, yet many believe that there are legal as well as philo®
sophital adjustments to be made if total return’is to become the investment mode.
The accompanymg article, the wqrk of two men who are ¢xceedingly well yersed
in investment policy and law (see page 3), fills in the legal-philosophical back-
ground of traditional practice and suggests the importance of legal’ considera-
tions to institutions trying to determnine their own lines of action. NACUBO wel- ,
comes this contribution of Dr Blackwell and Mr. Johns to discussions of the total
. return tdea. If there is moré to be said, NACUBO awazits the saying. Meantime, .
business officers are urg(;é)tf{revzew laws of their own states, if they have noi

done 50, to see what limut s may exist. And those interested in further reading
may wish to follow up the citations of this article and thos¢ of the Ford reports,
including specifically, perhaps, certain c hapters of Higher Educaﬁm in the Enned
States, Seymour F Harm, Lditor (Harvard Unversity Press, 1960).
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. of those concermed wnh the admmlstrauon and governance of our msutuuons, it?
should bc widely read and discussed. The [ollo“ mg lS from page 33: . .

. We are thus led to the conclusion that there is no substanual authority undér ex-
isting law to support the-widely held view that the realized gains of endowment
funds of educational institutions must be treated as priricipal. §

To understand how it was poss:ble for two distinguished legal 5(}1olar&to reach such a
conclusion—which they admit is directly contrary to the widely held view on the sub-
ject—one should review the history of the development of the law of charitable trusts. -
I{ the courts of this country had always been of the opinion that colleges, universities, .
and other charitable corporations hold their endowment and other restricted funds as
trustees and not as absolute owners, no oné could challenge the corollary that such
endowment funds are, in fact, charitable trusts, to be administered in accordance
with long-established concepts of the law of trusts. A primary rule of the law of trusts
is that realized gains of trust funds must be treated as pnnupal'.md not as income to be
expended. ' .
N
Unfortunately, the Supreme Court of the United States came to the erroneous con-
clusion in 1819 (1) that it was not possible_to create a charitable trust unless the
state in which the donor was domuciled had accepted an early English statute (2) as .
: part of its common law. (3, When better historical material had been made avail-
able for judidal consideration, the Supreme Court repudiated this, doctrine and
. came to the conclision that charnitable trusts are not dependem upon statutory author- ,
* ity for their \ahdny and that'the law of charitable trusts is now ar integral Ppart of
!

- ) . . our common law. (%) . .

al num%r of the state courts have consistently adhered to this more en-
view of the Supreme Court. (5) However, in 1866, the Appellate Division )

Yew York Supreme Court refused to uphold the validity of a charitable trust on
round that statutary authority was necessary {o permit their creation and, since
) thé“legislature, in revising the New York statutes in 1828, had failed to mention churi-
New York. Ruling able truy s, they ‘could not be granted legal recognition. (6) The court also justified
Of 1866.Cited its decy mn with the argument that it would be better public pohc) to compel those
. . desirifig to dedicate funds to charitable or educational purposes to give them to a cor-
/ poyajion to be created by a special.act of the legislature. The legislature, by refusing

Y. to grant the privilege of incorporation to those planning to devote funds to purposes .
;onsndcrcd undesirable, could thereby cxerc:s(’a degree of public control in this area.

The courts Q[‘Ncw Yotk and .those in  other states influenced by them continued to
follow this line of reasoning for many years. This doctrine, that only a charitable cor-
poration should be permitted to hold and administer funds designated for educational
and'othér charitable purposes, soon included the concept that a gift or beuest to a
chdnt.ablc corporation for the establishment of a pcrmdncnt endowment did not create
a chaiitable trust, even lhough the wards “in trust” were used in the instrument of
gift. (7) ‘ '

On the other hand, the Supreme Court of Wisconsin refused to adopt this strange doc-
trine on the ground that it was contrary to sound legal rcasonmg and that its gt,ncml
acceptance would have an adverse effect upon the mlhngncss of donors to continue
- ’ . to make generous gifts and bequests to our colleges and universities. The following
' is from the opinion of the court: (8) P ,

, .
.. Itseems highly improbable that the testatrix had in mind the giving of this splendid
i donation in such,a way that it mlght be dissipated or disposed of for any purpose
the city saw {it as'soon as it came into possession of the property. It is likewise im-
probable that the donation would have been made had the donor understood that
dny such resylt could legally follow. .

Howucr due to the large volume oMmgduon in the St.ltc of New York, the numeri-
cal weight of judicial opinioft.during this early period firmly supported the follomng

-
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THOMAS E. BLACKWELL, retired Vice Chancellor of H'nshmgto.n University,
has been interested for years i the legal aspects of educational admunstration
mcdluding management of mnvestments and endowments. Flis doctoral thesis at
Washington University was on “The Charitable Corporation and the Charitable
Trust,” a study later published in the former Financial Advisory Service of the
Amenican Council on Education. He was editor of the two-volume edition of Col-
lege and University Business Administration published by the ACE in 1952 and
1955, and he 1s the author of e numbet of books inctuding College Law. A Guide
for Administrators (ACE), 1961; Cdllege and University Admunistration, 1965,
and College Law Manual, 1968. In January, 1970, he imtiated publication of a
specialized quarterly, The College Law Digest, an mformation service for college
and umwersity adnumistrators and thewr atlorneys. Fle 1s an associate member of
the National Association of College and Unwversity Attorneys and a member of
its Commuttee for the Exchange of Legal Information.

-
.

RALPH S. JOHNS, a member of the firm. Haskins & Sells since 1913, 1s knoun
throughout NACUBO for his contributions to the development of (ollege and
witversity accounting prinaples and 1s otherwise recognized nationally for hus
leadership, writing, and participation i professworial affairs. He s a former mem-
“ber of the Counal of the Amertcan Institute of Certified Public Accountants, and
among his many AICPA actizaties are his chainmanship of the Institute’s Com-
muttee on College and Umiversity Aecounting andadiys service as AICPA repre-

vensity Business Administration. He is author or co-author of a number of buoks
and articles on college and wniversity a(muntmg and on plans for {)odlmg
intestments of endowment funds. |

N ‘

PR
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comment of Austn Wakeman Scott, editor of the hrst rcsmtcmemo[ the law of .trasts
in 1935 in his Introductory Note: (9) '

i 4

Where property is given (o a ehamablc COrpomuon, a chamablc trust’ 1s not
created, even though, by the ternis of the gift, the corporatiofi 1s directed to hold
the principal forever and to devote the income only to the accomplishment of the
purposes of the corporation,and everj though, by the terms of the gift, the cor- -
poration is directed to use lh? properly only for a particular one of its purposes.

Shortly after the publication of the first restatement of the law of lrusls, a division
of the New York Supreme Court ruled that.a chariwble corporation could usc its en-
dowment funds for any corporate purpose and that neither the state nor the donor’s
rcprcscnmuws could interfere to require a strict comphiance with the donor’s express-
ed intentions. An article in the Mmnhesota Law Review pointed out the probable
adverse effect this decision would have upon [ulurc gifts for cducational and other
charitable purposes. (10)

Upon appeal, the judges of the court came to the conclusion that it was time (o reject
the old New York doctrine.  Judge Finch, speaking for the majority of his biethren
on the bench, said: (/1) -~ ' B

The charitable corporation is not bound by all the lnitations-and rules which
apply to a technical trustee. "kt may not, however, receive a gift made for one pur-
pose and use it for another, uniess the court, applying the y pres doctine, so
commands, .

In referring to the equitable doctrine of cy pres, a concept deeply embedded i the law
of charitable trusts, (12 the court gave clear indication that those responsible for the
administration of the endowments of colleges and other chatitable corporations
should now be guided by trust law and not by corporate law.

sentatrve on the Reuision Commuttee for Volumes I and 11 of College and Uni-.
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case as upholding the old New Yoik doctrine. It is suggested that they 1e-1cad the opin- .
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In an annotation to this case, one of the editors of the dmewncan Law Reports made this’

‘comment: {13) oo S

.

Inasinuch as New York has long since had a statute which permits the creation
of charitable trusts, the continued adherence to the view that no trost is created
by a gift to a charitable, religious, or educational corporation may be somewhat
embarrassing to the New York courts as in’St, Joseph's Hospital v. Bennett, in
which the minority have gréat difficulty ~in seeing how the gift can, at the same
time be “absolute,” and_yet subject to eyfpreeable restrictions on its use.

5 ¢

The Columbia Law Rewview made the following comment on this case: (14,

‘The decision 1s of practical importance to a host of heavily endowed umiversities
and other tharitable organizations and is a-substantial clarification of what has-
heretofore been a moot and disturbing point in this state and m wthers affected
by its dedisions. .
» N .
-Thus ends a long and unhappy chapter in the history of the taw. It s significant that
Professor Scott, serving again as editor of the second 1estatement of the law of trusts,
published in 1939, omitted the Introductory Note in the fust restatement to the effect
that chatable corporations do not hold thein 1estiicted funds as tustees. Instead, we

.

Iind the following: (15, .

Where property 1s given to a charitable corporation and it is duected by the tenms
of the gift to devote the property 1o a particular onie of its purposes, it'is under a

v duty, enforceable at the suit of the Attorney Geneal, to devote the property 1o that
purposc. Where property is given to a charitable corporation and 1t is provided
by the terms of the gift that it retamn the prinéipal and devote the income only to -
the accomplishinent of its purposes or one of*its purposes, the corporation is under
a duty, enforceable at the suit of the Attorney General, to retain the principal and
touse the income for the designated purpose.

The use of this language. taken from the terminology of trust law, is consistent with
the assumption that charitable corporationsshave a fiduciary responsibility in the ad-
ministration of their restricted funds. It is true, of course, that there-a few important
legal distinctions between the duties of the governing board of a charitable corpora-
tion and those of individual trustees of charitable trusts. For instance, a4 charitable cor-
poration, upon receipt of a bequest for the establishment of a4 scholarship fund, was not
required to seeh gppointment and to qualify as a trustee by giving bond 1o the probate.
‘otitt. (16) The rationale is obvious; a charitable corporation is thartered by the state
to accept and administer funds for the benefit of the public and it would be absurd for a
court to reguire it'to qualify as a trustee every time it received a gift or bequest for this
purpose. - ‘ '

Messrs. Cary and Bright, on pages 15 and 16 of their report, cite the St. Joseph Hospital

ioh of the court in the hight of the history of the origin of this erroneous doctrine. I'hey "
should read what Professor Scott had to say on this subject in his text on the law of .
trusts. 17 . .

On page 68, note 15, they state that Wisconsin has now adopted the absolute ownership

theory, citing the case of Estate of Berry, 29 Wisc. 2d 506; 139 NW 2d 72 (1966) as author -

its. .\ moie careful .mal)/sis' of_the opinion of the court in this case-should convince
them that there has been no change in the attitude of the Wisconsin Supreme Court in

this regard. "Khe court merely explained the distinction between a testamentary trust,

in which there mnusithe an ,1('(mknling by the trustee to the court, and a charitable trust,
held by a charitable ?orporalf()ﬂ, [rbn}.w.hi'ch no such accounting isrequired.

.\I(:srs. Cary and Biight are correct in their conclision they the couirts of this countiy
have not yet been called upon 1o rule on the specific qu ion as to whether colleges

“and universitiés must retair realized endowment capital gains as principal. (18) JHowé

| . .
ever, we submit that our revicw of the hisyory of«the developinent of the law of chari-
tablestiusts provides ((m\in?ing evidence that courst and legal writers have now come

to the conclusion that they, should. * ) ,
Al -

.
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Morcover, we believe that, if a test case is initiated, it should not be jpetition for a de- -
claratory judgment, as proposed by Messrs. Cary and Bright. (10/ Inhis type of legal
process,.arguments contrdry to those of the petitioner are seldom presented with vigor,
There is no adverse interest represented. Traditionally, it is the duty of the attorney
general of the state 1o représent the public interest in tife administration.of charitable
or public trusts, (20, but, under modern conditions, his more pressing responsibilities
give him litde ume to inform himself on the details of the law of charitable trusts.

The entire thrust of the arguments presented by Messrs, Cary and Bright is that, unless
rolleges are permitted to expend a portion of their endowment capital gains, they must
forego the advantage of investing in the common stock of companies with an attractive
-long-tenin growth potential. We do not accept this argument. By adherence to an ap-
propriate diversification program, we believe that, any investor who sclects sound
equities for their grow th potential and who is wise enough to de\dop a4 rational in-
vestinent cyvdle can increase both his .principal and his annual income substantially.

The imvestment committee of a college should 1ecognize the fact that the market price
of growth stacks 15 influenced by a strong-demand for them by those in the upper tax
brackets. .\ tax-exempt institution should purchase a growth stack only when it is con-
vinced that ity growth potential is sufficiently large to jusufy paying the premium
wealthy investors f('(l compelled to pay. - It should sell it and mvest the proceeds. in
hl"h(I income seeurities just as soon as its increment in matket price yustfies this d( tion.

Messts. Cary and Bright seemn to believe that the “only body of leatming which treats
tealized gains as amything other than income is the law of trusts...” (27, Have they
forgotten the law of taxation? Federal, state and foreign tax l(glsldlmn gnes recog-
mitton to the fact that capital gains are guite different from income.and tax them, if at
1, on a substantially different basis. We believe that colleges and universities will be
well advised to continue to mamntain this sharp distinction between capital gamns and
incone in their administiation of endowments and to rely upon the law of tusts for
guidance, .

On page 29 of their report, Messts. Cary and Bright state that “gencrally saccepted
accountng principles require net income to include “all itemns of profit and Toss.retog-
nized during the petiod except for prior peniod adjustments’.”  They quote from “c-
counting Punciplts Board Opinion No. 9 as authority for this statement. They also
quote from paragraph 6 of the Opinion with reference to the application of the piin-
ciple as follows: |

.

Investment companies, insirance compidnies and certain nonprofit organizations
have developed income staiements with formats different from those of the typical
commercial entty described herein, designed o highlight the peculiar natute and
sources of their income or operation results.  Fhe portion of this Opinion which
tequires that net income be pre serite d as one amount does not apply to such en-

tities.
-

Presumably al other portions of the opinion, induding the definition of net in-
(o'ﬂn(-, do apply to nonprofit corporations.
| - ‘

We suB‘mi! that Accounting Principles Board Opinion No. 9 is not televant to the ac-
countiig for mcome of endowment funds of nonprofit corporations, We know of no
m(’mbi-i of the American Institute of Certified Public Accountants’ committee on ac-
counting proceditres or of the Accpunting Principles Board in public practice who ever
represented ghat he consideted the applicability of such Opinions to nonprofit cor-
pomumxs when assenting to the issuance thereof. On the contrary, ¢ach member to
whom such inquury was directed specifically denied that he considered the dpph(dl)ll-
ity of thé¢ Opinion n question to nonprofit (orp()muons during the perniod of its draft-

ing. .
It seems to us quite (lear, there for( , that it is umpproprldlc to atterapt to apply Account-

g Prin lpl(s Board Opimons to nonprofit corporations wh(‘n those tesponsible for
\ . -
\ ] ™
| ' ' -
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. I .
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the drafting and issuance lhqreo[gié\er considered their applicability to nonprofit cor- .
. porations in the first place. When this same question camne up with respect to the appli- .
K cability of AICPA Accounting Research Bulletins ses eral years ago, the following para-
< - graph was included in the Restatement (paragraph 3 of Accounting Research Bulletin .
. No. 48 issned in 1953): : ‘ . , .
- ‘The pringipal objective of the committee has been to narrow areas of difference
: and inconsistenty in accounting practices, and to further the development and
, , recognition of generally accepted accounting principles, through the issuance
. of opinions and recommendations that would serve-as criteria for determining the }
suitability of accounting prattices reflected in financial statements and representa-
tions of commercial and industrial companies. - In this endeavor, the committee
. has considered the” interpretation and application of such principles as appeared
to it 1o be pertinent to parucular accounting problems. The committee has not
- directed its attention 1o accomting problemns or procedures of religious, charitable,
. sdentific, educational, and similar nonprofisginstitgtions, municipalities, qro-
: fessional firms, and the like. Accordinigly, ekcept where there is a specific state- .
. ment of a different jntent by the committee, 1ts opinions and recommendations
. aresdnected promanly o businéss entetprises organized for profit. . ‘
In the absence of anv official pronouncement by the AICPA Accounting Principles
- - Board with 1espect o generally accepted accounting prnaples applicable to non-
‘CUBA Statement profit corpotations, 1t scems 1o us that we must look to a text published in 1968 by the
Cites Limutations American Counal on Education, College and Uniwversity Business Admunistration,
*as the authotitatuve literature on the subject. The American Institute of »Certified
. Public Accountants<designated two of its members to setve as members of the Natiqnal
p - Committee on all questions of accounting principles.  The following is from page
. 116 of this teat: .
Realized gains and losses on invesunent transactions affect the principal of the
myested funds either (1):by increasmg or decreasing the individual fund balances
' ot (2) by retaiming as an undistibuted accumulaton the balances that are pro-
pottionately applicable to each fund.  Such capital gains and losses are not
operating tevenuey and expenditures, and should not be treated differently B
- from the amounts 1epresenting the otigmal fund balances. They are subject ‘
. to the same estrictions and limitations on investment, expenditure, and disposi-
. tion as the funds from which they arose. In some nstances, realized gamns and
losses may be attributable to icome as a matter of law, for example, when such .
treatment 1s required by a .spfczftr uistrument of gift. -
It is regrettable that The Ford Foundation did not see fit to support the American !
. Council on Education and the work of its National Committee by supporting the con- .,
Lo cept’advocated in the above text, as exemplified by actions taken by the University of :
- Chicago and Cornell University in setting up separate investment pools for endowment
o funds and funds {unctioning as endosvment. We believe that those who would advocate
‘ a change in the generally accepted practices currently in vogue with respect to the ac-
counting for realized gains on endowment funds have the responsibility, or the burden .
of proof if you will, of effeciing such a change in a procedurally sound manner..
During August of 1969 The Ford Foundation published the second report in its “Edu-
cational Endowment Series.” It is entitled Managing Educational Endowments, and -
the basic docuinent of the report is an essay by Robert R. Barker. His recommendations
v on pages 45 and 46 of the essay may be summarizad as follows: e '
: (1) Trustees should not-attempt to managg their endowment portfplios. The de-
. © 77 cision-making responsibility shou—kl—bz clearly and fully delegated to an able .
professional portfolio manager with a capable group of fellow professionals
5 ‘ around him. - . ] ' N
— . (2) The manager ‘must be free to select his securities for 'maximuin total return.
(3) Each year transfers should be made from endowment o operating funds iman ’
T ' aggregate amount equal to 5 percent of the three-year, moving-average market
L. ¢ value of the fund, whether or not that amount is provided by _interest and divi- . .
dends. .o o , o
. ., - 3 ! S (
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The repoit includes supplémenldr’) comments by members of the Advisory Committee
on Endowment Management, appointed by The Ford Foundation in 1967. The follow-

ing are cxcerpts: ‘ . . .

HOWARD R. BOWEN, President, University of Iowa. - s

N - Y . - -
I think the report may place too muchempbhasis on the mystique o&e invest- ’
ment manager. I agree that it would be good for ‘colleges and universities to
employ sound management and to give this management some lecway. -But
to find and_select the right manager is as hard a8 it is to select the right stocks
I'I\] the first place. v .

¢ \ I also belifie the report should be somewhat less positive in recommending .
that maximum total return should be_the primary objective of a college port-
folio. It ise possible that the experience of the past several decades.was a spe- - . .
N, aal situation. It 1s at, least plausible that it was a period of adjustment by the “
: ihvesting publie to the peculiarities *of an income tax system that discrimi- .
nates heavily in favor of capital gains an§ against interest and dividends; that
st upward movement of equity markets has been part of this adjustment

process,_and that it may bé nearing its culnnation. , Co.

may underémphasize tisk. , It is true that in the past severdl dec-
nvestmients considered by some standards to be nisky have paid
t follow that under other conditnons the same $olicy- would be

I'he repo

Lo ades, many

° oft It docsea
) as tewarding.

™ - J. PARKFR HLALLY
The 1eport states that “trustees of most ‘educational institutions, because of
, * senupublic chatacter, have applied a spedial standard of prudence to endow-
. ment management which places primary emphasis on avoiding  losses and

maxnnizing present income.’s - In my opinion, this is not an accurate icading |

: of the situation.. ’

Ireasurer(Retired), ¥V njiversity Q[ﬁhi( ago. .

. ! 4
Ihe primary objective of endowment investing, it seems to me, has been to
support cducational activities through the production of income, with long-
. tetm growth m value and overall tate of teturn as secondary considerations.
. Colleges have preferred to have better teachers, lower tuition, and a cuie f{ot
cancer today instead of Larger endowments ten years hence.
.

If the coutts should rule, as we beheve they should and will, that educational and chari-
table corpotations hold their éndowments as trustees and not as absolute owners, it
will not be possible for them to miplement Mr. Barker's iecommendations. The courts ;
of cquity have declargd i unmistakable laiguage that the most important résponsibil-
‘ ity of a trustee is lhchlu tion of securities for the fnvestment of the corpus of his tust
and that this responsibility cannot be delegated to others, A ttustee may and should séek
professional advice, but the final decision must be made by him.
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